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Students’ Department
Edited by H. A. Finney

[Note.—The fact that these solutions appear in The Journal of Account
ancy should not lead readers to assume that they are the official solutions of
the board of examiners. They are merely the expression of the opinion of the
editor of the Students' Department.]

AMERICAN INSTITUTE OF ACCOUNTANTS

Examination

Accounting Theory and Practice—Part II
(Continued)
may 15, 1925, 1 p. m. to 6 P. M.

in

No. 5 (20 points):
On January 1,1919, A and B bought land in Malaya, for a rubber plantation,
for $570,000, each partner contributing $400,000 cash as capital. Interest on
capital was to be allowed at 6% per annum and net profits were to be divided
equally. Personal drawings were limited, for the first five years, to $5,000
per annum each, to be charged to expense as management salaries.
During 1919 they spent $150,000 in clearing one-half of the land (called
estate No. 1) of jungle growth, making roads and building houses and sheds;
they also paid $30,000 for planting rubber trees.
Wages and direct expenses for rubber cultivation cost $5,000 in 1920, $6,000
in 1921, $8,000 in 1922 and $7,000 in 1923.
In 1922, sales of gathered rubber realized $80,000 and the 1923 crop realized
$200,000.
As rubber trees do not reach maturity until after three years, “catch” crops
of tobacco were planted. The planting and cultivation of these tobacco crops
cost as follows:—in 1919 $1,500,1920 $2,500,1921 $4,000,1922 $3,000 and 1923
$5,000.
The tobacco produced from estate No. 1 realized $3,500 in 1919, $6,000 in
1920, $8,000 in 1921, $5,500 in 1922 and $9,000 in 1923.
In 1921, an additional one-quarter of the land (called estate No. 2) was
cleared at a cost of $90,000 and was planted with rubber trees at a cost of
$20,000. Labor and expense charges paid for the rubber cultivation on this
estate were $5,000 in 1922 and $6,000 in 1923.
The cost of tobacco planting and cultivation on estate No. 2 was $2,000 in
1922 and $3,500 in 1923, these crops realizing $3,000 and $6,000 respectively.
The general expenses connected with the foregoing transactions were as
follows:—1919 $6,000,1920 $7,500,1921 $7,000,1922 $9,000 and 1923 $10,500.
The foregoing data were gathered from cheque-book stubs, verified by bank
statements, and information supplied by the partners, no other records being in
evidence.
Prepare profit-and-loss accounts and balance-sheets at the end of each year,
1919 to 1923, inclusive, carrying forward the profits or losses.

Solution:
Usually a problem of this type states a period of productive life over which
properly capitalized charges for development may be written off. The length
of this period is not given in the problem, and the following solution ignores this
factor, as the candidate could not be expected to have this specialized knowl
edge.
Among other things the problem requires the “carrying forward of profits
and losses” each year, 1919 to 1923, inclusive. It is assumed that what is
meant is an accumulation of those expenses incurred during the period of
development, less the profits from the “catch ” tobacco crop, for the purpose of
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capitalizing these net expenses and deferring them over the years of rubber
production.
Based on the above assumption the following are given: a separate statement
showing the expenses and tobacco profits for the three years, 1919, 1920, and
1921, of estate No. 1, a separate statement showing similar items for 1922 and
1923 for estate No. 2, and one for the rubber production of estate No. 1 for the
years 1922 and 1923.

Exhibit I
A and B
Statement showing profits and losses by years of development period of estate No. I
Year ended December 31
1919
1920
1921
$5,000.00
$6,000.00
Wages and direct expenses (rubber)..........
General expenses............................................. $6,000.00 7,500.00 7,000.00
Partners’ salaries (drawings)......................... 10,000.00 10,000.00 10,000.00

Total................................................. $16,000.00 $22,500.00 $23,000.00

Less gross profit on tobacco produc
tion:
Tobacco production................................ $3,500.00 $6,000.00 $8,000.00
1,500.00 2,500.00 4,000.00
Cost of tobacco production....................
Gross profit......................................

$2,000.00 $3,500.00 $4,000.00

Loss on estate No. 1:
For year ended 1919............................... $14,000.00
For year ended 1920...............................
$19,000.00
For year ended 1921...............................
$19,000.00
Interest on partners’ capital accounts.......... 48,000.00 50,880.00 53,932.80

Total losses “carried forward” $62,000.00$69,880.00$72,932.80

Interest on capital accounts is generally accepted as a method of distributing
profits. The base, in this problem, is the same for both A and B; and as draw
ings and profits are to be distributed equally, the interest could be ignored.
But as the problem requires that it be allowed, it is considered in the solution
as an additional expense to be “carried forward”, although it is not good ac
counting to so treat it.
In exhibit I, shown above, the entire interest charge is treated as an expense,
but a new phase enters into the problem in exhibit II. Partners’ salaries are
charged on the improved acreage basis of ⅔ and ⅓ as between estate No. 1,
which was producing in 1922 and 1923, and estate No. 2, which was developing
during those years. Interest on capital accounts, as a distribution of profits,
should be charged in full against the profits of estate No. 1 for 1922 and 1923.
It would be inconsistent to relieve estate No. 2 of this burden inasmuch as the
interest of 1919 to 1921 inclusive was charged against estate No. 1.
Continuing the assumption that it is intended that the interest be carried
forward, we have distributed the charges for 1922 and 1923 on the improved
acreage base of ⅔ and ⅓ as shown in exhibit II following.
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A and B
Exhibit II
Statement showing profits and losses by years of development period of estate No. 2.
Year ended December 31
1922
1923
$5,000.00 $6,000.00
Wages and direct expense (rubber).............................
3,000.00
3,500.00
General expense—one-third of total..............................
3,333.33
3,333.33
Partners’ salaries—one-third of total............................

Total.................................................................

$11,333.33 $12,833.33

Less gross profit on tobacco production:
$3,000.00 $6,000.00
Tobacco production........................................
2,000.00
3,500.00
Cost of tobacco production...........................
Gross profit......................................................

$1,000.00

$2,500.00

Loss on estate No. 2:
For year ended 1922............................................... $10,333.33
$10,333.33
For year ended 1923...............................................
19,056.25 20,674.05
Interest on partners’ capital accounts........................

Total losses “carriedforward’’...................... $29,389.58 $31,007.38
To arrive at a true net profit in the following statement it would be necessary
to know the amount of the “losses carried forward” to be written off as a cost
of the rubber sold. In addition, the cost of clearing the land, making roads,
building houses and sheds, and planting the trees should be amortized. The
rate of write-off would depend on the life of the trees, and whether or not re
placements were to be made. Not having these facts at hand, the profit-andloss statement shown in exhibit III states the profit on the rubber sales of
estate No. 1, without considering the above-mentioned important factors but
including
of the interest charges for the respective years.

Exhibit III
A and B
Statement of income and expense by years of the productive period of estate No. 1
Year ended December 31
1922
1923
Sales of rubber—estate No. 1..................................... $80,000.00 $200,000.00
Less—wages and direct expenses................................
8,000.00
7,000.00
Remainder...................................................... $72,000.00 $193,000.00

Tobacco produced.........................................................
Cost of tobacco produced............................................

$5,500.00
3,000.00

$9,000.00
5,000.00

Gross profit on tobacco................................

$2,500.00

$4,000.00

Total...............................................................
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Students' Department
Deduct:
General expense.....................................................
Partners’salaries...................................................

$6,000.00
6,666.67

$7,000.00
6,666.67

Total expenses...............................................

$12,666.67

$13,666.67

Net profit.......................................................................
Less interest on partners’capital accounts.................

$61,833.33 $183,333.33
38,112.51
41,348.09

Profit to capital account (exhibit IV)..............

$23,720.82 $141,985.24

Partners’ capital accounts are credited each year with interest at 6% per
annum, and are credited with the profits of 1922 and 1923 as shown in exhibit
III. Partners’ drawings, or salaries, are considered as expenses of the business
and are treated as having been paid each year.

A and B

Exhibit IV

Statement of partners' capital accounts for the five years ended December 31,1923
A
B
Original investment.......................... $400,000.00 $400,000.00
Interest on capital accounts 1919..
24,000.00
24,000.00

Together
$800,000.00
48,000.00

Balance—December 31,1919. . $424,000.00 $424,000.00
Interest on capital accounts 1920...
25,440.00
25,440.00

$848,000.00
50,880.00

Balance—December 31, 1920.. $449,440.00 $449,440.00
Interest on capital accounts 1921...
26,966.40
26,966.40

$898,880.00
53,932.80

Balance—December 31, 1921.. $476,406.40 $476,406.40
Interest on capital accounts 1922...
28,584.38
28,584.38
Profits—estate No. 1—(exhibit III)
1922.................................................
11,860.41
11,860.41

$952,812.80
57,168.76
23,720.82

Balance—December 31,1922.. $516,851.19 $516,851.19 $1,033,702.38
Interest on capital accounts 1923...
31,011.07
31,011.07
62,022.14
Profits—estate No. 1—(exhibit III)
1923.................................................
70,992.62
70,992.62
141,985.24
Balance—December 31, 1923.. $618,854.88 $618,854.88 $1,237,709.76

In the following balance-sheets it will be noticed that the “ losses carried over ”
are shown as additional costs of the estates Nos. 1 and 2. As stated above the
costs of these estates should be amortized, and the balance-sheet requires
qualification on this point. On the assumption that all costs and expenses
(but not interest on partners’ capitals) are paid and all sales collected, in cash,
an overdraft appears in 1921. Nothing is said in the problem as to this having
been met by loans.
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$36,000.00

1919

$17,000.00

1920

218

33,000.00
98,880.00

$112,500.00

1923

$142,500.00

$281,889.58

$142,500.00

$312,896.96

$142,500.00 $142,500.00
90,000.00
90,000.00
20,000.00
20,000.00
10,333.33
20,666.66
19,056.25
39,730.30

$669,812.80 $669,812.80

$285,000.00 $285,000.00
150,000.00
150,000.00
30,000.00
30,000.00
52,000.00
52,000.00
152,812.80
152,812.80

1922

T otal ................................................................................ $848,000.00 $898,880.00 $1,064,812.80 $1,094,202.38 $1,237,709.76

$142,500.00

Unimproved land ..........................................................................

$142,500.00
90,000.00
20,000.00

$669,812.80

$252,500.00

$285,000.00 $285,000.00

$527,000.00 $596,880.00

14,000.00
48,000.00

$285,000.00
150,000.00
30,000.00
52,000.00
152,812.80

1921

Total cost of estate No. 2 ............................................

Interest ...................................................................................

Development expenses.........................................................

Estate No. 2:
Land ........................................................................................
Clearing, houses, roads,etc .................................................
Planting ..................................................................................

Total cost of estate No. 1 ..............................

Interest ....................................................................................

Development expenses .........................................................

Estate No. 1:
Land ........................................................................................ $285,000.00 $285,000.00
Clearing, houses, roads, etc .................................................. 150,000.00 150,000.00
Planting ..................................................................................
30,000.00
30,000.00

Assets
Cash .................................................................................................

Balance-sheets at December 31
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1920

$424,000.00 $449,440.00
424,000.00 449,440.00

1919

$476,406.40
476,406.40

$112,000.00

1921

1923

$514,351.19 $618,854.88
514,351.19 618,854.88

$65,500.00

1922

T otal .................................................................................. $848,000.00 $898,880.00 $1,064,812.80 $1,094,202.38 $1,237,709.76

“ A ” ...........................................................................................
“ B ” ..........................................................................................

Overdraft .........................................................................................
Capital accounts :

Liabilities

Balance-sheets at December 31 — continued

A and B
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Examination

in

Auditing

MAY 14, 1925, 9 A. M. TO 12.30 P. M.

The candidate must answer all the following questions:
No. 1 (12 points):
A concern which you are auditing has several branches, each of which carries
a large cash fund on the imprest system. In counting this fund in one office,
where your working papers indicate that there should be $12,000, you find
$9,000 made up as follows:
Receipts for expenditures....................................................... $4,700.00
Cash in bank per cashier’s cheque book................................
2,100.00
Cash in drawer........................................................................
860.00
Various I O U’s.......................................................................
140.00
Various cheques in drawer.....................................................
1,200.00
These cheques include one for $380.00 signed by the cashier, one for $500.00
signed by the branch manager, the others being personal cheques the drawers
of which you do not know. State fully what you will do with regard to each
of the items. How will you show them on your balance-sheet? Which, if
any, would you take up with the officers of the concern and why?
Answer:
The $3,000 difference between the $9,000 accounted for and the $12,000
called for by the working papers may be an expenditure for which there is no
receipt, an error in the bank balance shown by the stubs or an actual shortage.
It may possibly be an item in transit between the branch and the main office,
but this is unlikely because the fund is kept on the imprest basis and remit
tances by the branch to the home office would be unusual.
Receipts for expenditures—$4,700.00:
These should be examined to ascertain genuineness, proper approval and
propriety of the expenditure. If possible, the items should later be traced
to the main-office books.
Cash in bank per cashier’s cheque book—$2,100.00:
This should be verified by reconciliation with the bank statement as of the
date of the examination, the balance shown by the statement being verified
by certificate from the bank.
Cash in drawer—$860.00:
The cash should be counted by the auditor in the presence of the cashier.
Various I O U’s—$140.00:
These should be examined for approval of the branch manager and date, and
the reason for their being held should be ascertained.
Various cheques in drawer—$1,200.00:
The cheques should all be examined as to dates, and the reason for their
being on hand should be ascertained. The cheques of the cashier and branch
manager should be brought to the attention of the main office.
Cheques and I O U’s should be listed and it would be desirable to examine
the fund later on in the course of the audit to ascertain whether or not such
items remained on hand.
As the fund is operated on the imprest system, the cheques on hand could
not be expected to represent collections from customers. The reason for the
appearance of each cheque should be determined, and if possible they should
be deposited under control by the auditor.
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If the examination is as of the date of the balance-sheet the above items
should be incorporated in the accounts, as follows:
Receipts for expenditures—charge to proper expense or balance-sheet
accounts.
Cash in bank—add to account of “cash in bank”.
Cash—add to cash account.
I O U’s—charge to accounts receivable.
Cheques—include in cash account if apparently genuine.
If the examination is of a date subsequent to that of the balance-sheet, the
above items should be worked back to the balance-sheet date and the resulting
accounts included in the balance-sheet as just indicated.
The presence of the I O U’s and the cheques of the cashier and branch
manager should be taken up with the officers because of the possibility that
they represent merely unauthorized borrowings from the working fund.
No. 2 (12 points):
Corporation A received on July 1, 1923, an option to purchase all the assets
of corporation B for $1,000,000, payable $50,000 upon the date of the option
and $50,000 semi-annually thereafter until the expiration date, July 1, 1925,
when the balance will be due. The assets appear at a value of $800,000 on the
accounts of corporation B. In the event that the option is not taken up on
or before the expiration date, the payments made become forfeited to corpora
tion B. Corporation B had no surplus on June 30, 1923, all of its income having
been distributed. Subsequent to July 1, 1923, all its income, together with
the moneys received from corporation A, was paid out in dividends. You are
auditing the accounts of corporation C, which is a stockholder in corporation B
and is in receipt of the stated dividends from that company, which have been
credited to profit and loss. State if you would accept the entries on the books
of corporation C and, if you would not, state how you would advise that the
matter be handled.
Answer:
It would be perfectly proper for company C to take up the amount of divi
dends received from company B, for the payments from A included in amounts
distributed by B are profits whether A does or does not exercise its option to
purchase the assets of B. The only question involved in accepting the entries
on C’s books is whether or not the dividends should be credited to profit and
loss or to the account of “ Investment in B.” If C’s share of B's profits is not
taken up by a charge to investment account, as earned, then the credit to profit
and loss would be proper.

No. 3 (10 points):
What steps would you employ to verify the amount carried on the balancesheet of a corporation as insurance prepaid, where several hundred insurance
policies are in force and handled in a special department? What, if anything,
would you do as to premiums on employers’ liability insurance? What
amount, if any, should the corporation carry on its balance-sheet for insurance
premiums paid on the life of officers for the benefit of the corporation?
Answer:
The steps employed in verifying the amount of insurance prepaid would
depend on the extent of the records kept in the insurance department. If de
tailed records are kept, the accuracy of the methods employed in spreading the
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premiums and determining the amount unexpired as of the balance-sheet date
might be verified by tests.
Accrued premiums on employers’ liability insurance should be computed by
the auditor and the difference between the accrued premiums so determined
and the estimated premium paid in advance shown on the balance-sheet as a
prepaid expense or accrued liability.
The corporation should carry on its books as an asset the cash surrender
value of policies on the lives of officers, the difference between that amount
and the premiums paid being treated as expense.

No. 4 (10 points):
A suburban real-estate development company charges, at the close of each
year, into its land account, six per cent on the cost of property remaining
unsold, crediting interest account for the amount so charged. The value
appearing in the land account is apportioned to the plots held for sale. In
terest account is closed each year to profit and loss and the balance in the latter
transferred to the surplus account. The difference between the book value of
a plot, including interest added thereto, and the amount received for sale
thereof is carried to profit and loss.
If, in the audit of the accounts, you disagree with the procedure used, state
what you would consider to be the proper entries to record the charge for in
terest at the end of the year, the profit upon sales of land, and the effect upon
profit and loss and surplus. If, in your opinion, the method used is correct,
support your opinion with reasons therefor.
Answer:
Interest charged to and included in the land account is an anticipated earn
ing so long as the land remains unsold and therefore should not be carried to
profit and loss and thence to surplus. If it is desirable to increase the land
account by the amount of interest computed on the cost thereof the credit
should be to a reserve or unrealized-profit account. When plots are sold the
difference between selling price and book value (cost plus interest charged
thereto) would be carried to profit and loss and there would be an additional
credit to profit and loss and charge to the reserve or unrealized-profit account
for the amount previously charged to the plots as interest on the cost thereof.
However, the addition of interest seems to be wholly unwarranted. As to
the year under audit it would appear proper to eliminate, as of the beginning
of the year, all interest previously added, thus reducing the land valuation and
the surplus as of the beginning of the year. The credits to profit and loss for
profits on land sold during the year would be increased by this reduction in
the book value thereof, but on the other hand profit and loss would not be
credited for interest on lots still unsold at the end of the year.

No. 5 (8 points):
(a) A concern prepares its payroll for 1,000 employees, drawing its cheque
for the total amount of the payroll to the order of the local bank which makes
the disbursements to the concern’s employees. What would you consider the
proper steps for the auditor to take, with reference to the payroll, in auditing
the accounts of such a concern?
(b) In the audit of the accounts of a corporation having about 1,000 em
ployees, you decide to supervise the disbursement of the payroll by the pay
master. What, in your opinion, might be a proper reason for such a procedure,
and state the advantages or disadvantages, if any, of adopting such a course.
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Answer:
(a) When the payroll is disbursed by a bank, the payroll records of the
company should be compared with the list of employees and amounts due
which may have been furnished to the bank for its guidance in making the pay
ments. In addition the payroll records should be verified by reference to time
reports and clock cards. The approval by proper persons should be verified
and the mathematical accuracy of extensions and footings proved. Where
personnel or labor departments are maintained, the payroll might well be com
pared with the records kept therein for the purpose of verifying wage rates and
ascertaining that all persons listed on the payroll are really employed.
(b) The reason for supervising disbursement of the payroll by the paymaster
is that the inclusion of fictitious names may sometimes be detected in that
manner. The chief advantage of adopting such a procedure, in addition to the
more complete verification made possible thereby, lies in the effect on the
paymaster’s department. The knowledge that such a procedure may be fol
lowed at times will usually minimize any tendency to pad payrolls. The dis
advantage of such a procedure is that it often meets with resistance and incurs
the ill-will of that department with the result that the auditor is more hindered
than helped in his work.

No. 6 (8 points'):
A corporation has been in business for ten years and both business and plant
facilities have undergone a continual expansion. It has made large profitsand
is in good credit standing with the banks. Describe how you would ascertain
the amount which is practically and legally available for dividends.
Answer:
Except in the case of liquidating dividends, the amount legally available for
dividends is the amount of unappropriated surplus and undivided profits of
the corporation, provided such surplus and undivided profits are based on the
proper valuation of assets and liabilities. That is to say, provision must
have been made for the depreciation of property subject thereto, for the
amortization of franchises, leaseholds, etc., and for all expenses of the corpora
tion. Surplus set aside for such purposes as sinking-fund reserves required by
terms of bond issues or reserves for the retirement of preferred stock, etc., is
not legally available for dividends.
It is much more difficult to ascertain the amount practically available for
dividends. To do so requires a careful examination of working-capital condi
tions and requirements. More specifically it is necessary to ascertain whether
the working capital after payment of a proposed dividend will be sufficient for
the conduct of operations and financing of proposed additions to plant. Not
only must working capital as a whole be considered, but the cash situation must
be studied in particular to determine whether there is enough to pay dividends,
meet all required cash outlays for material, labor and equipment, and maintain
required bank balances.

No. 7 (12 points):
A traction company, in a small city, has sustained continuous yearly losses
showing, consequently, an operating deficit. The company calls on you to
audit its accounts and prepare a statement which may aid the company in
pressing its request, with the public-service commission, to allow an increase

223

The Journal of Accountancy
of fare. Tabulate the various points to which you would give special con
sideration.
If, in the above case, instead of being called by the traction company, you
are employed by the city, which is opposing such increased fare, what points
would you particularly emphasize in your investigation?
Answer:
From the standpoint of either the traction company or the city, the following
points should receive special consideration:
1. Whether the company is fairly capitalized and whether interest charges
on bonded indebtedness and temporary borrowings (if any) are reasonable.
2. The basis on which the plant property is valued, and the condition and
age of the plant and equipment.
3. The policy in respect of accounting for repairs, renewals, and depreciation.
4. The amount of expenditures for maintenance.
5. Determination of operating ratios and comparison of operating results
with those of other companies similarly situated.
6. Probable effect of increased fares on operating results both in absolute
amounts and in ratios of expenses to income, income to property investment,
income to capitalization, etc.
Since the auditor’s report should be unbiased it would hardly seem appro
priate for the auditors to ignore or overemphasize particular points according
to the side which he represented.

No. 8 (12 points):
What would you do with regard to each of the following accounts before
certifying balance-sheets in which they appear:
Reserve for depreciation,
Reserve for restoration of leased property,
Reserve for undeclared dividends,
Reserve for contingencies,
Reserve for bond sinking fund,
Reserve for prepaid leasehold,
Unamortized discount on securities purchased,
Reserve for premium on future bond redemption?
Answer:
Reservefor depreciation
First determine whether or not the asset depreciated is on hand and owned
by the business, that it is carried on the books at cost, and that it has not
already been fully depreciated. Next, it will be necessary to determine that
the rate is reasonable. If these facts are found to be correct the reserve for
depreciation is correct, and should be deducted, on the balance-sheet, from
the corresponding asset.
Reserve for restoration of leased property
Read the lease, and ascertain if its provisions are being carried out, especially
that section having to do with the restoration of the property. The offsetting
charge should be treated as a cost of manufacturing the same at a rental charge,
or if no scientific or accurate method is followed, and a lump sum is set aside,
the charge should be made to surplus account, as an appropriation of surplus.
This would require a resolution by the board of directors and authority for the
entry should be found in the minutes.
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Reserve for undeclared dividends
This is a surplus appropriation, and the authority and reason for setting it
aside should be found in the minute book of the board of directors.

Reserve for contingencies
If a lump sum is set aside for contingencies by the board of directors, verify
the authority and amount by reference to the minute book. In addition, if a
particular contingency only is provided for, the account name should be
changed to agree, e.g., “reserve for lawsuit”, “reserve for rebates,” etc. If
the amount appears to be inadequate, the report should be so qualified.
Reserve for bond sinking fund
The trust agreement should be read, and the sinking-fund requirements as
outlined in the agreement ascertained. The auditor should distinguish be
tween the requirements for the fund and the requirements for the reserve, and
should be guided in his verifications accordingly.
Reserve for prepaid leasehold
This is presumably a deferred-income account on the lessor’s books covering
collections received in advance from the lessee. The amount should be verified
by reference to any agreement requiring advance payments, and by examina
tion of the entries being made to gradually write off the account. On the
balance-sheet the account should be shown in the “deferred income” section.
Unamortized discount on securities purchased
It is assumed that the securities in question are bonds, as an unamortizeddiscount account would not appear in the case of stock investments.
If the securities purchased are intended as a temporary investment, the
unamortized discount should be ignored and the securities carried at cost.
If, on the other hand, the investment is of a permanent nature, the unamortized
discount should be written off over the life of the securities and considered as
additional interest. The cost, par, discount and life of the securities should
be ascertained, and the unamortized balance verified.
Reserve for premium on future bond redemption
If the bonds are subject to an optional redemption before maturity, and it is
decided to take advantage of the option, the board of directors may appropriate
sums from surplus for this premium. The amounts and authority should be
ascertained from the minutes of the meeting of the board and verified against
the balance carried in the account.
If the bonds are payable at a premium at maturity, which is unusual, the
charges offsetting the credits to the reserve should be made to profit and loss
as additional interest, the semi-annual amounts to be set up at interest dates
determined by the same methods which are used in computing the amortiza
tion of bond discount or premium.

No. 9 (8 points):
(a) During the course of an audit, you note some items of outlay, charged
in the period under review, which are applicable to a previous period. How
would you deal with such items in your report? Would attendant circum
stances have any bearing upon the manner in which you would refer to them?
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(b) If, in your opinion, the accounts were incorrect, would you make entries
on the books of the corporation to make the adjustments you believe necessary?
State your reasons.
(c) What officer of a corporation is responsible for the proper keeping of
books of account? Are his records subject to approval or disapproval by
anyone?
(d) Describe four kinds of entries you consider should properly be made to
surplus account. Should the bookkeeper determine which are proper transac
tions to be transferred to the surplus account?
Answer:
(a) Items of outlay recorded in the period under review but applicable to a
previous period should be thrown back to such period by charges to surplus,
unless they are trivial in amount and consist of such minor overlapping items
as are usually found and which are offset by similar items at the beginning and
end of each period.
(b) Ordinarily an auditor would not make adjusting entries on the books,
but would furnish his client a copy of the entries he considers necessary. He
has no authority to make the entries himself. That is a matter reserved to the
corporation’s officers and employees.
(c) The secretary of a corporation is responsible for the proper keeping of
books of account. Like all officers of a corporation, the secretary is responsible
to the board of directors for his acts and his records and the manner of keeping
them are subject to its approval.
(d) Entries properly made to surplus account include:
(1) Charges for dividends declared.
(2) Charges to surplus of the amounts appropriated therefrom for special
purposes by the board of directors.
(3) Corrections of profits of prior periods.
(4) Extraneous profits and losses.
A competent bookkeeper should be able to judge what entries should be
made directly in the surplus account.

No. 10 (8 points):
At the close of the year 1920, owing to the drop from war prices in material
values, a concern suffered a loss in its inventory value of approximately onethird, or $750,000. At December 31, 1924, the same concern deemed it pru
dent to establish a reserve for inventory in the sum of $500,000. The items on
the inventory were priced in detail at cost or market, whichever was lower.
State, with reasons, how you would show the reserve on the balance-sheet, and
any other financial statements prepared by you, to record the operations and
financial position.
Answer:
A reserve for inventory set up as a purely precautionary measure after
having valued the inventory at the lower of cost or market, would be shown as
an appropriation of surplus on the balance-sheet. In most cases cost or market,
whichever was lower, would at December 31, 1924, have been a proper valua
tion of the inventory. Hence, the charge made in establishing the reserve
should have been made against surplus and not against income.
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